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Loan Agreement Covenants

by Charles S. Zimmerman

This article—the first of several “evergreens” on loan
covenants that will appear in the coming months—
premiered 32 years ago. After an overview of the pur-
pose, characteristics, and basic composition of loan
agreements, the author discusses the use of covenants.

oan agreements are a source of confusion and

misunderstanding to many bankers.

Frequently, the reader of loan agreements is
not aware of their objectives and limitations and can
be bewildered by the legal jargon of the numerous
qualifying clauses. Essential to the creation of effec-
tive loan agreements are the affirmative and negative
covenants, which specify what the borrower must
and must not do to comply with the agreement.

The Purpose of Loan Agreements

Large amounts of time, effort, and money are
spent in developing and implementing loan agree-
ments. They provide protection and communication
for the parties involved and a general stability for
the loan relationship through greater understanding
among the parties. Further, should the borrower
have other long-term debt, the loan agreement coor-
dinates any legal or procedural interface with the
debt and its associated creditors.

When several banks are participating in a large
credit, the loan agreement specifies the rules that
govern the loan administration and the responsibili-
ties and liabilities of each bank.

For the lender, a major objective is to protect
the loan and assure timely repayment. Through the
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[Large amounts of
time, effort, and
money are spent in
developing and
implementing loan

agreements.

loan agreement, the bank creates
a clear understanding with the
borrower as to what is expected.
In doing so, the bank establishes
its control of the relationship and
provides for several basic func-
tions to effect that control.

The lender attempts to
ensure regular and frequent com-
munication with the borrower by
using certain covenants in the
loan agreement. The communi-
cation results in an up-to-date
assessment of the borrower’s
financial situation and general
management philosophy.

When the bank requires that
the borrower maintain certain
financial ratios, it is accomplish-
ing several objectives. On the
surface, these covenants provide
triggers or early-warning signals
of trouble, which will allow the
bank to take rapid remedial
action. The borrower is made
aware of where the minimum

performance cutoffs are.
However, the banker is also help-
ing the borrower set reasonable
goals in terms of financial condi-
tion and growth. In some cases, a
“growth formula” is created,
which states that until a specified
set of financial conditions is met,
the borrower may not be eligible
for further debt.

All these controls—required
ratios, ratio goals, required actions,
and forbidden actions—may seem
arbitrary or restrictive; but applied
wisely, they are not. The process
lets all parties know where they
stand, thus reducing the number
of unknowns or uncertainties in
the loan relationship.

Characteristics of Loan
Agreements

When asked to describe the
salient characteristics of loan
agreements, most bankers will
use adjectives such as “long” or
“dull” or “confusing.” While
many agreements may be so
described, other definitions are
certainly more informative.

The loan agreement is one of
the most important loan docu-
ments in that it provides the
basis for the entire banking rela-
tionship, establishing intents and
stating expectations. It relates all
the basic loan documents to one
another and creates the means of
control and lines of communica-
tion that are important in protect-
ing all parties involved.

It follows, then, that only
three main courses of action are
open to the bank in the event of a
default by the borrower. The
account officer may waive, either
temporarily or permanently, the
condition that has been violated.
This is frequently done in the

Evergreen

case of financial ratios, although
too lax an attitude in this respect
can lead to a loss of control and an
ineffective covenant or loan agree-
ment. An alternative is for the
banker to have the agreement
rewritten to make it more viable.
"The rewrite is also a tactic used to
obtain a much tighter hold over
the borrower, if needed, by using
as a bargaining tool the bank’s
legal right to call the loan. The
third, and most drastic, approach
for the bank is, of course, to
declare the borrower in default,
call the loan. and, if necessary, file
suit against the borrower.

The implications of the
nature of a loan agreement are
extremely important. As an
example, assume that a loan has
been made on an unsecured
basis and one covenant forbids
the pledging of assets to anyone.
This is obviously an attempt to
maintain the strength of the
bank’s unsecured position in the
event of liquidation. However,
let us further assume that in vio-
lation of the agreement, the bor-
rower pledges its assets to anoth-
er lender. The bank certainly
retains its option to call the loan,
but the other lender holds the
security. If the bank does call the
loan, forcing liquidation, it
remains an unsecured creditor
vying for those assets that remain
after satisfaction of the first lien
holder.

The loan agreement, then, is
not a substitute for security. If a
loan should be secured in the
absence of an agreement, then
security should be taken with
one. In fact, a loan agreement is
not a substitute for anything. If
the situation does not satisfy the
five Cs of a loan decision—char-
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acter, capacity, capital, conditions,
and collateral—then the loan
should not be made.

Composition of a Loan Agreement
There are seven basic sec-
tions of standard loan agreements,
any of which may be modified,
depending upon the purpose of

the loan.

The loan. This section
describes the loan by type, size of
commitment, interest rate, repay-
ment schedule, and security
taken, if any. Also specified are all
participants and their roles, plus
terms of participation if more than
one lender is involved. Any defi-
nitions of financial, accounting, or
legal terminology to be used in
the agreement are stated here.

Representations and war-
ranties of borrower. Basically,
this section is an attestation to
the lender that certain statements
are true. For instance, the bor-
rower may warrant that it is a cor-
poration, that it is entering into
the agreement legally, that finan-
cial statements supplied to the
bank are true, and that no materi-
al change has occurred since their
preparation. The company may
attest to the nature of its busi-
ness, that it does own its assets as

represented, and that it currently
is not under litigation. In other
words, the company reaffirms in
writing all those things about its
current state of existence that
have been known or assumed
throughout the negotiations.

Affirmative covenants. In
contrast to the warranties, which
attest to existing fact, affirmative
covenants state what action or
event the borrower must cause to
occur or exist in the future.

Negative covenants.
Negative covenants state what
action or event the borrower must
prevent from occurring or existing
in the future.

Lending conditions. This
section states that, prior to the
lending of any money, all docu-
ments and notes must be in prop-
er form, that both the borrower’s
and the bank’s counsel must
approve the entire arrangement,
and that the borrower’s auditor, or
at least its chief financial officer,
must certify current compliance
with all conditions of the loan
agreement.

Events of default. Condi-
tions that will be considered

events of default are specifically
stated. Such conditions might be

delinquent payment, misrepre-
sentation, insolvency proceed-
ings, change in ownership, or
other occurrences that could jeop-
ardize the company’s viability or
the bank’s position. All covenant
violations are considered events
of default, although many are
designed to correct a situation
rather than to call the loan. In any
event of default, timing is crucial.
For instance, it may be that
default does not occur until a
covenant has been violated for 30
consecutive days.

Remedies. The remedices
section spells out what the bank
may do in the event of default.
The bank’s rights may include
several potential actions, but
always include the right to accel-
erate payments, a term which
means to call the loan. Timing is
important. The borrower may
have a certain period of time to
correct the default prior to the
enforcement of a remedy. In a
credit with several participating
banks, the remedies section also
defines procedures for calling the
loan. For example, the agreement
may require banks representing
70% of the commitment to call
the loan.
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Approach to the Covenant Package

Prior to writing a set of
covenants for a loan agreement, it
is necessary to have a systematic
approach to developing them.
One must ask questions ranging
from an assessment of basic objec-
tives and risks to types of protec-
tions and remedies that must be
provided to ensure the successful
attainment of objectives.

Since covenants are the heart
of a loan agreement, setting
objectives is a process very simi-
lar to that of defining those for
the total agreement. The bank is
obviously hoping to be repaid on
a timely basis, but it would also
like to maintain or improve upon
the borrower’s financial position,
cash flow, growth progression and
general financial condition. Once
goals have been set for the mutu-
al benefit and protection of all
parties, the lender must reassess
the risks involved from a point of
view different from that in the
initial loan decision.

Determination of risk. No
longer is the lender looking for a
yes or no decision. The aim at
this point is to define the risks
and determine their magnitude.
The account officer needs to ask,
“What conditions or events could

If the situation does
not satisfy the five Cs

of a loan decision—

character, capacity,

capital, conditions,

and collateral—then

the loan should not
be made.

block the accomplishment of my
objectives?” In other words,
“Where is the loan vulnerable?”
Weaknesses may lie in poor cash
flow, thin net worth, or other
financial statement items. It may
be that the industry is volatile
and highly subject to strikes or
public fancy. Perhaps the compa-
ny is small, or it has a short track
record such that much of the loan
decision is based on projections.
Whatever the risks, it is now
the task of the loan-agreement
writer to prevent or minimize the
consequences of those risks as
well as possible, in a form that
remains as flexible as possible.

Scope of covenants. The
lender’s effort to safeguard the
loan against known and unknown
risks will take the form of loan
covenants. In terms of what trig-
gers exist and what actions may
reasonably be taken and enforced
once a risk materializes, the scope
of potential covenants is almost
limitless. Triggers may range from
financial ratios and limits on
financial statement accounts to
restrictions on corporate, or even
management, activities.

Furthermore, methods of
treating a specific item are quite
flexible in order to obtain the
appropriate coverage. For exam-
ple, it is possible to restrict a
financial statement item to a
minimum or maximum of the
following:

e A fixed dollar amount.

e A dollar amount increase or
decrease per time period.

e A percentage of total assets,
tangible net worth, or some
independent indicator.

® A percentage change per time
period.

An Approach to Writing Loan Agreement Covenants

As a special case, businesses
subject to seasonal variances may
have the above modifications fluc-
tuate with the peaks and troughs
of the cycle to more closely
approximate actual conditions.

With so many potential
requirements and restrictions,
however, it becomes evident that
the key to an effective loan agree-
ment is not to sce how many
activities or conditions can be cov-
ered; it is to obtain the most pro-
tection in the simplest, most effi-
cient manner.

Simplicity and efficiency. To
devise a simple and efficient net-
work of covenants, it is imperative
for the writer to have a thorough
understanding of the company, its
management, and any loan-associ-
ated risk in conjunction with a
realistic attitude. This combina-
tion will result in covenants that
allow the borrower maximum
flexibility within the constraints
necessary to provide the bank
maximum protection.

Effective covenants are stated
in terms that are well defined and
measurable. Consider the differ-
ence in ease of enforcement
between the following two
affirmative covenants:

1. Borrower will maintain
adequate cash flow.

2. Borrower will maintain a ratio
of cash flow to current maturi-

ties of long-term debt of 1.5

to 1 on a fiscal-year basis.

The necessity for a realistic
attitude dictates that a covenant
also be such that the borrower is
able to comply with it and the
lender is willing to enforce it.
Should either of these conditions
not be met, a covenant may be
frequently waived, thereby losing
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its psychological and perhaps
legal control.

The essence of a loan agree-
ment covenant is that it is simple,
well defined, measurable, risk
reducing, efficient, and reason-
able. In short, it is the creative
development of protection in the
loan situation. As an aid to the
direct application of these princi-
ples, a working guide to the con-
struction of loan agreement
covenants follows.

Working Guide for Loan Agreement
Covenants

"T'his guide, which appears as
Figure 1, consists of two cross-
referenced sections: functional
objectives and covenants.

Functional objectives. The
numbered objectives shown on
the grid are more fully described
in the comments that follow.

1. Full disclosure of information.
To make competent, ongoing
lending decisions, the account
officer must have an intimate
understanding of the borrow-
er. Full disclosure also aids
the lender in maintaining reg-
ular contact with the borrower
and close control over the
loan relationship.

2. Preservation of net worth. The
borrower’s basic financial
strength and ability to support
debt and absorb downturns lie
in its net worth. The purpose
of related covenants is to
assure the growth and contin-
ued strength of that net worth.

3. Maintenance of asset quality.
Asset value represents two
major factors of importance to
the lender: earning power and
liquidation value. In either
case, it is to the bank’s advan-
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tage to require high standards
of asset quality.

4. Maintenance of adequate cash
flow. In the case of normal
repayment of a loan, the
lender is repaid from the bor-
rower’s cash flow. In such
cases, the lender must closely
monitor the cash flow and
attempt to maintain its quality.

w

Control of growth. As a definite
drain on cash flow, working
capital, fixed assets, manage-
ment energies, and capital
funds, excessive growth has
been recognized as the cause
of numerous charge-offs and
bad loans in the past few
years. It is obviously in the
interest of both banker and
borrower to maintain growth
in an orderly fashion,
although the two parties
rarely see eye to eye on this
matter. The bank’s objective
is to reach a clear understand-
ing with the borrower on the
limits of its growth.

6. Control of management. In any
loan situation, but particularly
if the loan is unsecured, the
success of the total relation-
ship depends heavily on the
borrower’s management. The
bank, then, hopes to ensure
the continuing quality of
management.

7. Assurance of legal existence and
concept of going concern. The
purpose of devising covenants
such as these is to ensure the
bank of a viable entity that
may produce the conditions
necessary to repay its loan.

Covenants. The terms of the
covenants are given in plain type
in the guide, followed by an inter-

An Approach to Writing Loan Agreement Covenants

pretation of their applicability in
italics.

Using the guide. The basic
objectives formulated by the user
for any particular agreement can
be grouped into one of the eight
functional objectives previously
described. These are then cross-
referenced to the covenants that
will help achieve these objectives.

Having identified the applica-
ble covenants, the loan-agreement
writer may then apply any needed
modifications and limitations.

Where a covenant satisfies a
particular functional objective, an
X is found in the appropriate
numbered column corresponding
to the applicable objective. Two
examples will clarify the use of
the grid:

1. To locate those covenants
that apply to the functional
objective “Control of
Growth,” search for Xs in
column 5, since “Control of
Growth” is the fifth objective
in the grid.

2. 'To determine which function-
al objectives are satisfied by
the covenant “Casualty
Insurance,” look at the num-
bered grid next to the
covenant heading and then
match these numbers to the
corresponding functional
objectives.

Where is the author now?

If you know, send an e-mail to
bfoster@rmahg.org.

Have your own favorite “evergreen”?
Let us know.
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Working Guide for Loan Agreement Covenants

Affirmative Covenants
Affirmative covenants state condi-
tions that the borrower must fulfill
until the loan has been paid in full.

Casualty insurance

Insurance, equal in amount to the
book value of all assets, naming the
bank as loss payee, must be main-
tained and evidence thereof
furnished.

If any assets are uninsured and are
destroyed or in any way lose their
value, the bank’s position is weakened
should liquidation occur. Insurance is
necessary, whether or not the loan is
secured.

Life insurance

“Key man” life insurance on Mr.
Principal must be in an amount no
less than the total commitment,
naming the bank as beneficiary.

Frequently, the loss of a principal in a
closely held business will bring about
the forced sale or ineffective manage-
ment of the business, seriously jeop-
ardizing the bank’s position. The situa-
tion is remedied by "key man" life
insurance, naming the bank as
beneficiary.

Corporate existence
Corporate existence shall be
maintained.

The legal existence of the borrower is
necessary to protect the effectiveness
of the promissory note.

Liens

The borrower must comply with all
applicable statutes and pay all obli-
gations that, if unpaid, might result
in a lien, except those obligations
being contested in good faith.

Like the covenant on tax liabilities, this
covenant is intended to prevent any
erosion in the bank’s claim to assets
through legal proceedings.

1 2 3 4 5 6 7 8
X1 X X

X X

X X

Tax liabilities
All accrued tax liabilities must be
paid as they become due.

Actually, a subset of the liens
covenant, this ensures compliance
with tax regulations to avoid any liens
upon or seizures of assets.

Financial statements

Within 90 days after the fiscal year-
end, unqualified, audited fiscal state-
ments, with an auditor’s letter stat-
ing whether or not default has
occurred, must be supplied.

The borrower’s financial statements
supply detailed information relating
to its progress and financial condition.
Lenders generally request quarterly
and audited fiscal statements and,
depending on the industry, other
statements as applicable. Also, a pro-
vision is usually made for the submis-
sion of additional statements at any
time on request. Essentially, state-
ments and their structure depend
upon the company. The basic fiscal
and quarterly statements may be
requested on any or all of several
bases, such as consolidated, consoli-
dating, comparative, with or without
final adjustments, and audited or
unaudited. Additional statements
requested may include pro forma
statements, historical cash flow, cash
flow and sales projections, construc-
tion status reports, and individual
statements of the principals.

Accounting procedures

These shall be substantially the same
generally accepted accounting stan-
dards currently in use, and, should a
change become necessary, the bank
is to be notified in writing (prior to
the change) of the nature of and rea-
sons for such change.

It is essential that lenders have com-
plete financial information and that
they understand it. Furthermore,
much of the analytical value of the
statements and the use of their ratios
as "triggers" is lost if accounting pro-
cedures are changed. Frequently, a
change in accounting procedures is a
sign of trouble within the organiza-
tion and an effort on the part of
management to conceal it.
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Working Guide for Loan Agreement Covenants (cont.)

Working capital

Working capital shall never be less
than $100,000 and, in any event, at a
current ratio of not less than 1.5to 1.

As a strong indicator of liquidity, work-
ing capital is frequently set in different
ways. Often, working capital is defined
in variance with the traditional "current
assets less current liabillties." For
instance, prepaid expenses may be
excluded from current assets, or inven-
tory allowed at only 80% of book value.
Further, the minimum working capital
amount s often coupled with a mini-
mum current ratio. The working capital
required may vary according to several
risk-related factors, such as growth,
cyclicality, total assets, and cash flow.

Net worth

Tangible net worth shall never be
less than $200,000 and the rates of
total debt to tangible net worth no
more than 2 to 1.

Net worth is a measure of what would
be left if all of a firm's assets were sold
at book value and all liabilities paid in
full. To obtain a slightly more accurate
net worth figure, the bank may
require the borrower to maintain a
tangible net worth of a certain
amount, or a ratio of debt to tangible
net worth of at least a specified value.
The use of tangible net worth is
designed to eliminate from the ratio
those assets, such as goodwill, which
do not have a liquidation value.

Financial ratios
Generally considered to be good
"triggers," there are numerous usable
ratios, depending upon the desired
effect. The ratios listed below appear
frequently in covenants, in addition
to the working capital and net worth
ratios.

Quick ratio

Times interest earned

Fixed charges coverage

Sales to receivables

Purchases to payables

(ost of goods sold to inventory

Sales to assets

Sales to net worth

Profit to assets

Profit to tangible net worth

Debt to depreciated capital assets

Cash flow to current maturities

3

X

Property, plant, and equipment
Property, plant, and equipment shall
be maintained in good repair.

As with the insurance covenant, the
bank is attempting to maintain the
integrity of its collateral position
against misuse.

Inspection

Persons designated by the bank shall
be permitted to inspect any or all
records and property to verify the
authenticity of furnished statements
and actual physical condition of assets.

As a matter of procedure, the bank
should inspect the actual books and
property of the borrower. The inspec-
tion is not intended to "catch” the bor-
rower; it is merely a routine audit on
the part of the bank. However, without
this covenant, attempts to examine the
borrower’s properties could be refused
or be construed as harassment.

Contingent liabilities

The bank is to be informed of any
actual or probable litigation, or
changes in contracts or the status
quo, which might materially affect
the business.

This covenant is designed to assure full
disclosure of information that might
affect the quality of assets or net
worth, which would in turn affect the
status of the loan. In closely held cor-
porations, this covenant would also
apply to the principal, including such
matters as divorce settlements.

Banking services
Principal checking accounts shall be
maintained with the bank.

This covenant aims at gaining revenue-
producing business of the borrower in
addition to the actual loan. Having the
accounts in-bank also allows a moni-
toring of the accounts and, if necessary,
an offset of the account.

Attorney’s and printer’s fees

All attorney’s fees and printer’s fees in
connection with this agreement shall
be paid by the borrower.

Typically, the bank charges to the bor-
rower all out-of-bank expenses associ-
ated with the loan, allowing a more
certain calculation of risk versus return
for the bank.

661 The RMA Journal | May 2007




Working Guide for Loan Agreement Covenants (cont.)
1 2 3 4 5 6 7 8

Figure 1

Functional Objectives
XX Investments
Negative Covenants Purchase of any stock or obligations
Negative covenants describe prohibi- other than U.S. government obliga-
=z 11§ || tionstowhich the borrower is subject tions is prohibited.
SIENS|E|<|ISS|lE| untltheloan hasbeen paid in full. o .
ElEZIE(ZI==]2 The bank’s position could be seriously
S |E 88 E &8 jeopardized either by a shortage of
12 3 4 5 6 7 8 cash due to investments or a deteriora-
X X || X Borrowings tion in the value of the investment
Debt other than short-term debt made. U.S. government obligations are
shall not at any time exceed $75,000, generally acceptable due to their lig-
plus debt incurred in the normal uidity and low risk. Further exceptions
course of operating the business. might be stock of major corporations,
. (Ds with major banks, or stock of sub-
Generally, borrowings of a long-term sidiary companies.
nature are not allowed due to poten-
tial impairment of the borrower’s X || X Loans
financial situation and loss of control. Any loans made, except those to offi-
Short-term borrowings, in addition to cers of the company or to sub-
trade debt, are frequently allowed up sidiaries, shall not exceed $30,000
to a specified amount, generally and $150,000, respectively.
required to meet seasonal . . o
T A borrower.who is making loans is, in
effect, lending the bank’s money to
XU x Il x X Sales of assets someone the bank does not know,
The borrower shall not dispose of which certainly increases risk to the
assets valued at an aggregate amount bank. If the borrower has excess cash,
exceeding $25,000 during any fiscal it is either not managing its short-
year, excluding sales transacted in the term money needs well or, if the excess
ordinary course of business. is truly temporary, could be investing
. : L the funds in lower-risk debt instru-
It is essential to maintain control of cash e
flow and any changes in asset strength.
Limiting the sale of assets is one such X X Change of business
way. As a "trigger," a sale of assets could The borrower shall not engage in any
indicate liquidity problems. business other than that in which it
. . is engaged as of the date of this
X x Il x Capital expenditures agreement.
(apital expenditures in any fiscal
year shall not exceed total deprecia- The bank has made a loan to a specific
tion in that year. company for a specific purpose. Any
. . ) change, such as the nature of basic
Controlling capital exp f’”d' i business philosophies or product line,
allows the bank to limit growth and would require a reconsideration of the
contrql cgsh flow. Typically, the bgnk -
may limit asset growth to a specific
dollar figure or a percentage increase X X Mergers
per year. The borrower shall not enter into any
merger or consolidation or acquire all
XXX Leases or substantially all of the assets of
The aggregate of all lease or rental any entity.
payments shall not exceed $1,500
monthly. This covenant is similar to the dhange-
. of-business covenant; if a merger
Related to the restriction of asset occurs, the entire character of the loan
increases, leasing llmltat{ons prevent changes. In such a case, the bank
off-balance-sheet fi nancing and would want the prerogative of with-
growth. Leases may be limited by drawing from, or changing, the agree-
aggregate rent payments, aggregate -
lease commitments, a limitation upon
capitalized leases plus capital assets,
or other appropriate measures.
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Figure 1

Working Guide for Loan Agreement Covenants (cont.)

1 2 3 4 5 6 . 12 3 4 5 6 7 8
I Tx Tx T x Change in management or X Repurchase of stock
ownership The borrower shall not repurchase
Any change in management or own- any of its own stock.
ership that might materially change . .
the character or operating philoso- Although it may in some cases be
phy of the company is prohibited desirable to retire stock, generally the
cash drain incurred and decrease in
The loan is extended based on certain net worth make such purchases
existing facts, among which is man- undesirable.
agement. To change actual manage- . .
ment or operating philosophy, such as X X X Officer salaries
expansion or product line, could be Compensation for company officers
disastrous in terms of the viability of in an aggregate amount shall not
the entire company. Specific manage- exceed $150,000.
ment personne, particularly princi- This covenant is frequently used in
pals, may be required to stay with the closely held companies where a large
borrower to prevent default. salary account could severely affect
X X Dividends cash flow and net worth. Officer
Dividends shall not be paid except salaries could be set at a specific
out of net earnings accrued after the amount or be tied to a measure of
date of this agreement, and in no profitability.
calendar year can they excee:‘d 50% X X Deferred compensation
of net earnings after deducting all No stock option or other deferred
current debt service requirements. compensation plan not in effect as of
Dividends are restricted to maintain the date of this agreement shall be
control over cash flow and net worth. established.
They may be disallowed or allowed in This is one of the several covenants
the amount of a specified percent of designed to plug any possible leaks in
some measure of earnings. the cash flow cycle to avoid any diver-
sion of cash from the operation of the
business and repayment of the loan.
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